CUMIMINGs

PEPPERDINE

Prime brokerage and ISDA

adreements

Introduction

Brokerage and trading agreements are some of the
mostimportant that a fund enters into. Custody,
pricing which can drag down otherwise solid
performance and margining are key to all trading.

What do prime brokerage and ISDA agreements do?
What are the key terms and the key risks?

Below we look at some of the points to consider and
perhaps negotiate when you appoint brokers and
custodians under these agreements.

The points about prime brokerage also apply in the
main to clearing brokers.

Prime brokerage and custody
agreements

The basic services offered by a prime broker enable
a fund manager to trade with multiple brokers whilst
maintaining, in a central account with the prime
broker, all of the fund’s cash and securities.

These services therefore include global custody,
securities lending and financing for leverage
purposes as well as adjacent services such
operational support, cash management services,
portfolio reporting and capital introduction.

The prime brokeris generally appointed by the fund,
with the fund manager acting as agent of the fund,
under the terms of a prime brokerage agreement.
Each bank has its own version that covers terms
relating to such matters as custody, client money,
transaction settlement, margin, securities lending,
rehypothecation and fees.

While prime brokerage agreements are traditionally
designed to protect the prime broker from the
insolvency of the fund, itis important fora fund to be
protected from the insolvency of the prime broker.
For this reason, the following matters need to be
looked at carefully:

¢ FCAclientmoney rules and the segregation of
assets;

¢ custody, not forgetting how these terms apply to
sub-custodians;
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¢ rehypothecation, or the use of the fund's assets;
and

e reciprocaltermsinrelation to events of default
and termination events, including on insolvency.

We look at these in more detail below.
Client money and segregation of assets

The Client Assets Sourcebook (CASS) sets out the
FCA's regulatory framework for firms which hold
money on behalf of clients. The assets remain the
property of the fund and the prime broker puts in
place the protections needed to prevent it from using
these use client assets forits own account or misuse.

Key to the current rules are the events of Lehman'’s
collapse and the litigation which followed.

In this litigation, the court considered the position of
clients whose money was intended to be segregated,
but was not. It was held that segregation takes effect
onreceipt of the money, rather than at the time of
actual segregation, meaning that a claimant’s right
toits share in the client money pool upon insolvency
is by reference to the amount of client money which
should have been segregated upon its receipt by the
prime broker. The result is that money which is held
inaccordance with the client money rules offers a
higher level of protection to that to which the client
maoney rules do not apply.

The FCA has since proposed and initiated a number
of changes to the CASS Rules and attaches priority
to an extremely high level of compliance in this area.

Custody
The holding of assets other than cash is subject to
the custody rules and these are also set out in the

FCA's CASS Rules.

Similar to the rules on client money, the custody
rules require the fund's assets to be segregated

unless full ownership has been transferred to the
prime broker (see Rehypothecation below).

As many prime brokers use sub-custodians, itis
important to consider how the terms of the prime
brokerage agreement apply here. Itis common for
the prime broker to be responsible and liable for
sub-custodians and this is one reason why a prime
broker may only use its own affiliates. But be careful.
Liability for third party custodians can be limited. For
example, the prime broker may only be subjectto a
duty of reasonable care in respect of the selection
and on-going suitability of such sub-custodian.

Rehypothecation

The right of a prime broker to re-use client assets for
its own purposes is key to prime brokerage and how
banks make money.

When a fund's assets are rehypothecated, the title

to those assets transfers to the prime broker and the
prime broker’s only obligation is to return ‘equivalent
assets'. This sounds sensible butinsolvency has

to be considered as, if the prime broker becomes
insolvent at this point, the fund may only be a
general, unsecured creditor in respect of those
equivalent assets.

To protectitself, itis wise to include terms which
set a rehypothecation limit or even forbid the use of
client assets.

Termination and close out rights

Of increasing importance is to ensure that the prime
brokerage agreement has adequate termination
rights and close-out rights in the event of the prime
broker's insolvency as the fund's assets need to be
protected.

It can be difficult to negotiate protectionin a prime
brokerage agreement and as a consequence, many
funds spread counterparty risk by using multiple
prime brokers.



ISDAs and CSAs

ISDA documentation is used for OTC transactions and
is negotiated separately from the prime brokerage
agreement. They cover specific trading terms and,
unlike prime brokerage agreements, they follow an
industry standard set by ISDA.

ISDA has developed a standard suite of documents,
all of which together form a single agreement, which
include:

e a3 Master Agreement;

* aSchedule to the Master Agreement;
e Forms of Confirmation;

e (Credit Supportdocuments; and

* |SDA Definitions.

We look at each of these below.
The Master Agreement

The Master Agreement is the main document and is
not amended within itself (see The Schedule below).

It sets out the terms of each individual derivative

transaction and while older versions exist, most

parties use the 2002 version which includes clauses

on:

e set-off;

* asingle Close-Out Amount valuation;

* wider categories of transactions, such as repos
and credit derivatives, included in the definition

of Specified Transaction;

* grace periods for certain Events of Default
reduced; and

* disclaimer orrepudiation and Event of Default.

The Schedule

The Schedule is the document which takes most time
and attention.

Itisin the schedule that the parties amend the terms

of the Master Agreement to meet needs of the fund's

particular trading strategy. Assuch, thisis the

document that the parties negotiate. Some of the

clauses on which the parties concentrate are:

* keypersoneventi.e. death, departure or
incompetency and change in investment

manager,

e NAVdecline over certain time periods and failure
toreport NAV;

e failure to deliver financial statements;

* changeininvestmentstrategy;

e breach of investment restrictions; and

e prohibited transaction under ERISA.
Confirmation

The confirmation is often used in letter format and is
the trumping document in a dispute. This means that
any fund trading and using a confirmation must be
sure that its terms, both economic and commercial,
are correct. The confirmation includes:

e keydates

* paymentobligations;

* payment mechanisms;

e administrative details;

e ifashortform confirmation, the incorporation of
the relevant ISDA definitions; and




e ifalongform confirmation, the specific
economic and commercial terms and conditions.

Credit Support Annex

A credit supportannex (CSA) regulates collateral
under the ISDA, by defining the terms and conditions
under which collateralis posted to mitigate
counterparty credit risk. While CSAs can be either
unilateral (i.e. only the weaker counterparty is
required to post collateral) they are commonly
bilateral (i.e. either party may be required to post
collateral). They may incorporate variation and
initial margin terms if the parties choose not to use a
separate document.

As with the Schedule, the terms of the CSA are
negotiated, for example around:

e collateral eligibility;

e currency eligibility;

e threshold amounts;

* intereston posted collateral; and
* initial margin requirements.
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The future

There are quirks and nuances in the set up and
marketing of every fund and the issues outlined in
this note are only starting points in in what is quite a
complex area.

We are always happy to talk over what the rules are
and how they might apply to you, so do getin touch.
Our details are all below.

info@cummingspepperdine.com
+44 2030 623 340
www.cummingspepperdine.com

We have taken care with this document. However, it is written in general terms, is for general guidance, does not constitute advice in any form and its

accuracy cannot be guaranteed. You are strongly recommended to seek specific advice about its contents and to refrain from taking any action based on the
information it contains. No responsibility can be taken for any loss arising from its contents or from any action taken or refrained from on the basis of this
publication. Nothing within this document may be copied, re-printed or similar without prior written permission from Cummings Pepperdine Ltd.

Company number: 12558945 Registered office: Unit 7a Abbey Business Park, Monks Walk, Farnham, Surrey GU9 8HT.
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